Abstract. We show that firms reporting sustained increases in both earnings and revenues have (1) higher quality earnings and (2) larger earnings response coefficients (ERCs) in comparison to firms reporting sustained increases in earnings alone. With respect to earnings quality, firms with revenue-supported increases in earnings have more persistent earnings, exhibit less susceptibility to earnings management, and have higher future operating performance. With respect to response coefficients, firms with revenue-supported increases in earnings have both higher ERCs and lower book value response coefficients, consistent with the implications of the Ohlson (1995, Contemporary Accounting Research 12, 661-687) model.
In this paper, we explore the effects of sustained increases in earnings concurrent with sustained increases in revenues on the quality of earnings and earnings response coefficients (ERCs). Prior research demonstrates that firms with sustained increases in earnings have higher ERCs than other firms (Barth et al., 1999) . 1 However, similar patterns of earnings increases across firms need not signal similar information because earnings increases could emanate from different components of earnings. In a short-window event study context, revenues and expenses, the two major components of earnings, have been shown to be differentially informative (Ertimur et al., 2003) . However, the valuation effects of sustained increases in earnings attained through revenue increases vis-a`-vis cost reductions are not yet known. To understand these effects, we partition firms with sustained increases in earnings into two groups: firms that report sustained increases in earnings along with sustained increases in revenues, and firms that do not report sustained increases in revenues. We hypothesize that for firms that report sustained increases in earnings along with sustained increases in revenues, (1) earnings are of higher quality and (2) ERCs are larger in comparison with the earnings of firms that show sustained increases in earnings but not in revenues.
Several arguments in the literature lead to the first hypothesis. Although quality of earnings is a nebulous concept, persistence of earnings and earnings management are amongst the most frequently used measures of earnings quality (e.g., Dechow and Dichev, 2002) . The competitive strategy literature (Porter, 1980 (Porter, , 1985 argues that firms pursuing a revenue-growth strategy are different from those following a costreduction strategy, and that revenue-supported earnings growth is likely to be more sustainable than earnings growth supported through cost reductions. This suggests that persistence of earnings is higher when earnings growth is supported by revenue growth. Also, revenues are generally thought to be more difficult to manage than expenses (Ertimur et al., 2003) . We follow prior literature (e.g., Jones, 1991; Bartov, 1993; Dechow et al., 1995; Bens et al., 2003) to identify several specific approaches that are often related to earnings management. In particular, we examine accounting accruals, special items and share repurchases as alternative measures of earnings management. We expect that firms with revenue-supported sustained increases in earnings are less likely to use these approaches to increase reported earnings. In addition, sustainable earnings growth is likely to be positively associated with future performance. Hence, we also examine future operating performance and analysts' long-term earnings growth forecasts across various groups.
The second hypothesis follows from the results in prior research (Barth et al., 1999; Ertimur et al., 2003) and our first hypothesis on the quality of earnings. Since the ultimate test of earnings quality is the market's valuation of earnings, we expect differences in earnings quality to be associated with different valuation weights on earnings. In particular, we expect firms with revenue-supported sustained increases in earnings to have higher ERCs than firms with non-revenue-supported increases in earnings. To test our hypothesis, we use the Ohlson (1995) model that relates stock prices to earnings and book value. Ohlson (1995) points out that his model can be interpreted as a weighted average model of earnings and book value-based valuation models. Higher earnings persistence should lead to higher weight on earnings and lower weight on book value. Given that we expect firms with revenue-supported increases in earnings to have higher ERCs, we also expect them to have lower book value response coefficients (BVRCs).
We further extend our analysis to examine the effect of sustained increases in operating earnings in addition to sustained increases in revenues. If operating earnings are not increasing, firms are forced to resort to using non-operating items to achieve the earnings increases. Such increases in earnings are likely to be more transitory and less valuable. Thus, we hypothesize that firms with sustained increases in both revenues and operating earnings have the highest earnings quality and ERCs.
Our sample is based on all available firms on Compustat from 1980 to 2000. Following Barth et al. (1999) , we define sustained increases as increases for five consecutive years. About two thirds of the firms with sustained increases in earnings also have concurrent sustained increases in revenues. We regard the remaining one third as costreduction firms because they must have adopted a cost-cutting strategy in some of the years to maintain sustained increases in earnings. With respect to the first hypothesis,
